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2023: A Year in Review —
A Historically Significant Rally

DREW SWEENEY & PALAK S. PATHAK, CFA | 18 JANUARY 2024

2023 produced several compelling storylines, including: overall loan returns, low
default rates, high agency downgrade ratios, low recovery rates, the rise of private
credit, 40% of the broadly syndicated loan collateralized loan obligations (BSL CLO)
market going past its reinvestment period, and low M&A activity.

The Credit Suisse Leveraged Loan Index (CS LLI) produced the second-best returns
in the market’s history with the highest risk cohort leading all categories as market
participants reset default expectations. Triple Cs returned over 17% on the year and
the S&P LCD (Leveraged Commentary & Data) default rate ended 2023 at 1.53%
(based on principal) and 2.05% (based on number). When accounting for out-of-
court restructurings and distressed exchanges, the true default rate (any transaction
resulting in par loss to lenders) increased by approximately 110 basis points (bps), but
the aggregate numbers were still well below most street and rating agency estimates
to start 2023. Despite the outperformance of the market, the rating agencies
remained steadfast in their policy of downgrading for nearing maturities, prospective
demand weakness, or weak liquidity despite secondary price levels suggesting that

a refinancing could be easily accomplished. In December, S&P ratings issued the
largest number of downgrades (44) since March 2023, which outpaced the number
of upgrades (14) by more than a three-to-one count. Notably, rating downgrades
have outpaced upgrades in eight of the last nine years while the average default rate
remained below 2%, suggesting many previously depressed ratings were cured only
by a refinancing or takeout.

While aggregate defaults remained manageable, recoveries came in below 40%,
which was the lowest recovery rate for first-lien loans on record. A combination of
high leverage, weak credit agreements and aggressive sponsor behavior led to the
poor recoveries. Given the relatively small sample size, large LBOs with extremely
low recoveries, such as Envision and Avaya, have had a disproportionate impact on
the last 12 months (LTM) recovery rate. Proactive Co-Op groups helped to mitigate
the most egregious lender-on-lender violence but the number of sponsors willing to
look for document weakness has increased. Loan managers will need to address glaring
vulnerabilities in credit agreements when committing to primary issuance going forward.
Ultimately, lender-on-lender violence requires deteriorating business fundamentals, a
willing sponsor, and a weak credit agreement to disadvantage the lender base.
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Private credit has played an increasingly important role in meeting the refinancing needs of more stressed borrowers in the loan
market (refinancing nearly $18 bn of broadly syndicated loans in 2023). The vast majority of issuance in which private credit
refinanced broadly syndicated loans focused on lower rated deals (lower single B and triple C risk) that would otherwise require
sponsor equity commitment without certainty of execution. The rally in the BSL market has dramatically reduced borrowing costs
and the corresponding competitive advantage of private credit solutions. Should the rally continue, it will likely slow the private
credit market’s expansion into BSL deals; however, the CLO-dominated market may still require an ancillary funding source for
upcoming CCC maturities.

The significant portion of CLOs (~40% as of 12/2023) past reinvestment period has impacted demand for extension transactions.
However, rapidly tightening liabilities in the beginning of 2024 and improving reset deal economics (resets priced almost on top
of new issue CLOs) may allow a significant percentage of those deals to reset while new issue will replace deals currently in runoff
mode. Tightening liabilities have increased the buyer base and composition of deals available to participate in extensions, which
has supported loan prices.

Bank loan primary and secondary demand is very strong to start 2024 owing to the technical backdrop. Primary issuance has

been dominated by refinancing/repricing activity and borrowers have just started to approach the market with new money (LBO,
M&A, dividend, etc.) deals. Barring a macroeconomic event overwhelming the broader financial markets, the dearth of new money
leveraged loan supply creates strong near-term support for higher loan prices. M&A will likely remain sidelined until we see actual
rates begin to decline. In lieu of true supply we have begun the year with nearly $60 bn of primary launched and overwhelmingly

it is repricing/refinancing activity. The market feels reminiscent of 2018 when the first half of the year was dominated by repricings.

Performance — Loans

In December, the Credit Suisse Leveraged Loan Index (CS LLI) and the Morningstar LST US Leveraged Loan Index (LSTA LLI)
posted returns that were +1.61% and +1.65%, respectively.

« In the fourth quarter of 2023, the CS LLI was up +2.85% and the LSTA LLI was up +2.87%
« For the full year 2023, CS LLI was up +13.04% and the LSTA LLI was up +13.32%

In December, the Morningstar LSTA US Leveraged Loan 100 Index (L100), which includes the largest, most liquid borrowers,
performed +1.97%, well above the broader LSTA LLI. Generally, CCCs outperformed higher quality (BB) loans in the index as the
rally broadened from single Bs and market participants reset default expectations for performing CCCs with near-dated maturities.
Leveraged loan managers shrugged off the worst downgrade ratio since March of 2023 with 44 borrowers downgraded compared
to just 14 upgraded in the month of December, as expectations for a soft landing continue to grow. However, signs of stress
remain and dispersion within the CCC cohort has become exceptionally wide depending on credit agreement quality, sponsor
behavior, potential for lender-on-lender violence, and residual enterprise value. On an LTM basis, split B and CCC outperformed
the broader CS LLI, marking a notable shift lower in quality from last month with the highest and lowest quality cohorts (Split BBB
and Distressed) significantly underperforming with returns of +8.77% and -17.6%, respectively.

Total Return by Rating

By Rating December 2023 Q42023 LTM

CS LLI Returns 1.61% 2.85% 13.04%
Split BBB 0.89% 2.43% 8.77%
BB 1.18% 2.70% 10.05%
Split BB 1.50% 2.97% 11.93%
B 1.73% 3.05% 14.41%
Split B 3.18% 2.01% 20.31%
CCC/split CCC 2.10% 2.33% 16.13%
Distressed (CC, C and Default) -0.20% 2.21% -17.60%

Source: Credit Suisse Leveraged Loan Index
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Sector Performance

TCW

The heightened fundamental variability throughout 2023 ceded to more homogenous returns across sectors with dispersion
between the worst performing and best performing sectors shrinking from +174 bps in November (the highest since at least July)
to only +136 bps in December. The top performing sectors were retail (+239 bps), consumer durables (+239 bps), and housing
(+224 bps) while the worst performing sectors were energy (+103 bps), food & drug (+111 bps), and food/yobacco (+114 bps).
For the full year 2023, housing, information technology, and gaming/;eisure have led all sectors with total returns of +15.02%,
+14.37%, and +14.03%, while media/telecom, retail, and utility were the worst performing sectors with returns of +10.74%,
+10.92%, and +11.90%, respectively. Thematically, sectors that had underperformed throughout 2022 on supply chain, inflation,
destocking, and other factors rebounded sharply in 2023 as markets price in a higher probability for a soft landing and lower
prospective interest rates.

Industry Returns

December 2023

Sector

AEROSPACE

CHEMICALS

CONSUMER DURABLES
CONSUMER NON-DURABLES
ENERGY

FINANCIAL

FOOD AND DRUG
FOOD/TOBACCO

FOREST PROD/CONTAINERS
GAMING/LEISURE
HEALTHCARE

HOUSING

INFORMATION TECHNOLOGY
MANUFACTURING
MEDIA/TELECOMMUNICATIONS
METALS/MINERALS

RETAIL

SERVICE

TRANSPORTATION

UTILITY

Source: Credit Suisse Leveraged Loan Index

1.33%
2.03%
2.39%
1.43%
1.03%
1.41%
1.11%
1.14%
1.70%
1.25%
1.61%
2.24%
1.68%
1.44%
1.93%
1.18%
2.39%
1.41%
1.55%
1.16%

Q4 2023

2.99%
2.37%
2.12%
3.26%
2.53%
3.26%
2.50%
2.71%
3.48%
2.75%
2.84%
3.12%
2.79%
2.70%
3.09%
2.81%
2.23%
2.88%
2.52%
2.83%

Full Year 2023

12.54%
12.17%
13.46%
13.58%
12.96%
13.79%
12.05%
12.61%
13.61%
14.03%
12.64%
15.02%
14.37%
13.39%
10.74%
12.91%
10.92%
13.11%
13.89%
11.90%
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The Average Bid of the S&P LCD Flow-Name Composite Was Up +0.60 from 99.33 on November 30 to 99.93 on December 28.
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Performance — CLOs

CLOs continued the positive momentum from November into December in line with all other risk assets. Spreads continued to
tighten despite increased supply and a typical decline in demand into year end. Spreads tightened 10-50 bps with AAA spreads
within spitting distance of 2021 tights (Secured Overnight Financing Rate (SOFR) adjusted). Although CLOs performed well over
the month, they were no match for other credit assets which performed even better with soft landing scenarios starting to be priced
in. CLOs returned 1.09% in December underperforming investment grade (1G) credit (+4.19%), high yield (HY) credit (+3.73%) and
loans (+1.65%). CLOs had an exceptional year in 2023, returning 10.54%, the highest annual return recorded post crisis.

Secondary CLO 2.0 Total Returns
December 2023 Full Year 2023

CLO Total 1.09% 10.54%
AAA 0.83% 8.68%
AA 1.07% 10.86%
A 1.35% 13.35%
BBB 2.25% 17.66%
BB 2.89% 24.52%
B 3.34% 26.77%
IG Credit 4.19% 8.18%
HY Credit 3.73% 13.44%
Leveraged Loans 1.65% 13.32%

Source: JP Morgan CLOIE Index, Bloomberg, Morningstar

CLO AAAs were in high demand over the month with investors and dealers clamoring for bonds. IG monthly volumes per TRACE
reached $14 bn, which although lower than November, handily beat the $10 bn in volume recorded for December 2022 and

$7 bn in December 2021. Flows were healthy with dealers stepping in to buy bonds and quickly turning them around. AAA
spreads tightened 10 bps into the 140s discount margin (DM) for longer duration and 130s DM for shorter duration. Shorter
duration bonds remained extremely well bid as many investors anticipate healthy paydowns in January as loan repricings pick up.
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AA and single A spreads tightened 15 bps with AA spreads now inside 200 DM and single A spreads not too far behind. Spread
tightening occurred even with AA bids wanted in competition (BWIC) volume almost doubling from November. BBB and BB
spreads tightened 30-50 bps as market value overcollateralizations (MVOCs) improved over 1% and tail risk declined with the
percentage of loans below $90 down 2 points to 9%.

Equity trading declined in December as most investors plan to wait until quarterly payments hit in January. Overall BWIC
activity increased in December with almost $5 bn out for bid and $18 bn on TRACE ($14 bn 1G/$4 bn non-IG). Dealers were net
longer over $800 mm in the month and $1.4 bn over the year.

Secondary CLO 2.0 Spreads
December 2023  MoM Change (bps)

AAA 130-150 -10
AA 190-210 -15
A 240-280 -15
BBB 360-450 -30
BB 650-900 -50
B 950+ -50
Source: TCW

Technical Conditions — Loans

Leveraged loan funds reported modest inflows of $45 mm in December, as ETF inflows offset outflows in mutual funds. This
was the second consecutive month of inflows, which brings the total positive flows to three of the last 20 months as higher
default rates and credit stress overshadowed historically high all-in yield levels.

Primary issuance decreased to approximately $11.2 bn in December, down -59% compared to the prior month’s issuance levels as
the market headed into a seasonally quiet period of issuance during the holidays. Unlike the relatively challenging primary market
of 2022, the full year 2023 saw a significant increase in broadly syndicated institutional loans and a commensurate decline in
pro-rata issuance that had temporarily supplemented borrowing requirements during volatility. The movement in leveraged loan
prices and subsequent increase in CLO equity NAVs encouraged managers to begin calling deals out of reinvestment periods. This
behavior, along with improving reset deal economics (liability costs on resets and new deals almost identical), resulted in healthy
BWIC activity during the month of December, a trend that accelerated dramatically into the new year.

Leveraged Loan Volume
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CLO issuance declined significantly in December during a seasonally quiet period of issuance and following a relatively

busy November that produced the highest level of issuance since February of 2023. Most market participants increased
projections for first quarter CLO issuance, which together with follow through from elevated November activity helped to
support loan prices through December. The rapidly shrinking percentage of discounted loans in the market resulted in ramping
CLOs reaching deeper in credit to hit target initial par requirements for a shrinking equity arbitrage. Resilient CLO issuance
(more below) together with modestly positive retail fund flows underpinned robust demand for the bank loan primary and
secondary market. Amid the robust demand, most new leveraged loan deals managed to flex tighter or upsize with some

of the most lender-friendly provisions to the credit agreement beginning to deteriorate. The remarkably strong technical
backdrop compounded with an increased probability of a soft landing proved sufficient for market participants to look through
temporary, sector-specific destocking challenges and geopolitical risks. Against this backdrop, LTM loan returns accelerated to
13.32% compared to -0.77% a year prior, in 2022. Loans are poised to post the first double digit full year return since 2010.

Technical Conditions — CLO Primary

Primary CLO issuance dropped in December as we approached yearend with just $4.9 bn in new issue volume, although we
saw a pickup in refinancings month-over-month with 27 refi/resets pricing. YTD issuance volume closed out the year at $113.4 bn,
down 11% year over year. Spreads were tighter across the stack over the month with tier T AAAs 13bps tighter, pricing at

+160 bps, and mezzanine 10-25 bps tighter over the month. Refi/reset activity increased significantly as spreads ratcheted in
with more deals in the money, particularly 2022-vintage deals with expired non-call periods that initially priced AAAs wide of
+200 bps. Demand remained strong for new issue as secondary spreads continued to rally and more AAA buyers entered the
market given the limited source -ability of discount dollar priced bonds in secondary. Middle-market/Private Credit CLO activity
remained strong with $1.7 bn in MM/PC new issuance in December.

CLO New Issuance

December 2023  Full Year 2023  Full Year 2022 YoY %

New Issue ($bn) $4.90 $113.30 $127.70 -11%

Refi (#) 4 16 12 33%

Reset (#) 7 33 36 -8%

Source: TCW

Tier 1 New Issue Spreads (5nc2)
December 2023 (bps) MoM Change (bps) YTD Change (bps)

AAA 160 -13 -65
AA 230 -10 -80
A 265 -25 -120
BBB 425 -25 -140
BB 760 -15 -190
Source: TCW
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Fundamentals — Loans

Inflows vs. Returns
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Source: LCD, an offering of S&P Global Market Intelligence

Lagging 12-Month Default Rates

Actual October 2023 November 2023  December 2023
By Number 1.85% 1.94% 2.05%
By Principal Amount 1.43% 1.48% 1.53%
Shadow Default Rate
By Number 0.08% 0.17% 0.17%
By Principal Amount 0.05% 0.12% 0.12%

*Shadow default rate includes potential defaults, including those companies that have engaged
bankruptcy advisors, performing loans with SD or D corporate rating and those paying default interest.

Source: LCD, an offering of S&P Global Market Intelligence

There was one default in December bringing the full year default tally to 34, a dramatic increase from the 11 defaults that occurred
in 2022. Healthcare led all sectors with six defaults followed by services and leasing and home furnishings, each with three.

No other sector had more than two defaults. The default rate of the LSTA LLI by issuer count increased to 2.05% while the par
outstanding default rate increased to 1.53%, representing modest growth compared to November’s LTM figures but still in line
with historical averages. That being said, the default rate, including distressed exchanges, an increasingly common form of debt
reduction/restructuring in the loan market, is at least +110 bps higher over the trailing 12-month period.

Fundamentals — CLOs

CLO credit metrics were mostly flat month over month with B- concentrations remaining at 27% and CCC concentrations continuing
to hover around 6%. Weighted average rating factor (WARF) also remained mostly unchanged at 2798 in December. Market value
metrics improved over the month as loans continued to rally with BB MVOCs increasing by 1% to 106% and equity net asset values

(NAVs) increasing by 9 points to 56.8%.
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Loan Valuation

Since 1992, the average 3-year DM for the CS LLI is 472 bps. The 3-year DM finished the month at 528 bps which was 30 bps
tighter than the prior month. The DM spread differential between double Bs and single Bs is now 181 bps, which is 111 bps
tighter from the same time last year and 11 bps tighter than the historical differential since inception. The spread differential
between double Bs and single Bs tightened approximately 21 bps from the prior month.

3-Year Discount Margin
Differential Between BBs and Bs

Average Since Inception 192.2 bps
December-2022 290.9 bps
December-2023 181.6 bps

Source: Credit Suisse Leveraged Loan Index

CS LLI Snapshot

YTD Total Return* 13.04%
Average Price 95.32

Spread 398 bp
Coupon 9.36%
Current Yield 9.79%
Yield (3-year life) 9.01%
Discount Margin (3-year life) 528 bp

*LSTA LLI YTD Total Return 13.32%

DM
Spread (3-Year Life)
Split BBB 262 bps 258 bps
BB 302 bps 315 bps
Split BB 384 bps 423 bps
B 419 bps 496 bps
Split B 439 bps 1,189 bps
ccc/split ccC 583 bps 1,378 bps
Distressed (CC, C and Default) 526 bps 3,087 bps

Source: Credit Suisse Leveraged Loan Index

Summary and Looking Forward

December was a relatively quiet month for both primary loan and CLO issuance, but expected quarterly amortization payments,
modestly positive retail fund flows, and some selective ramping activity underpinned robust demand for bank loan secondary
prices. Sector-specific destocking issues, geopolitical tensions and a gradually increasing default rate continue to weigh on

the most stressed areas of the market, which has kept aggregate dispersion levels elevated (albeit decreasing) compared

to historical averages. However, lower prospective interest rates and resilient consumer spending have encouraged market
participants and private equity sponsors to look through temporary weakness if the underlying businesses still have residual value.
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The supportive primary backdrop will likely encourage more stressed borrowers (CCC-rated) to tap the market for refinancings
but will still require some additional commitment from sponsors to deleverage balance sheets. Downside ratings pressure
has persisted into the last month of the year, but the ratings-related price dislocation (particularly for CCC downgrades) has
declined meaningfully. With CCC baskets returning to more normal levels, CLO managers have clearly delineated between
performing credits and those with tangible default expectations.

Looking forward, managers will rely on tightening liabilities and steady SOFR 1m/3m basis spread in order to improve an
increasingly challenging equity arbitrage as loan borrowers use the supportive primary market to slash pricing on outstanding
deals’ out of call protection. Up to this point, the supportive bank loan technical appears to have extended to CLO liabilities
with tier one AAAs talked as low as SOFR+150 entering the new year. Reset deal economics have also improved dramatically
(pricing nearly on top of new issue CLOs), which will remove a key overhang through extending the reinvestment life of many
outstanding deals. Absent a period of macroeconomic volatility, CLO managers’ focus will increasingly turn toward rebuilding
damaged overcollateralization cushions with performing, discounted loans. However, the recent period of fundamental
earnings volatility has revealed vulnerabilities in a cohort of smaller, less competitive companies, which will likely keep defaults
and distressed exchange activity elevated (albeit close to historical averages) throughout 2023. Even with a default rate in

line with historical averages, lender-on-lender violence, weak credit agreements, and coercive sponsor behavior have created
increasingly punitive recovery outcomes which will challenge managers’ overcollateralization cushions over the next year. l
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